A presentation prepared for the 2 nd BIS CCA Conference on "Monetary policy, financial stability and the business cycle"
Comovements in FX Markets
1/ One-year moving average correlation based on weekly FX excess returns of 29 currencies (Jan:1999 -April:2010 . All of them are with respect to the US dollar. In addition, include an equity market factor 3. Rm=Global equity market portfolio
One-month Implied Volatilities

Intuition:
RX is a "dollar risk factor" that mainly account for variation in m t+1 (US stochastic discount factor), HML FX and Rm are common global components of m* t+1 (country i stochastic discount factor).
Factor-Spline-GARCH (FSG-DCC) approach (Rangel and Engle 2009)
 Factor model:
 Following Engle and Rangel (2008), factors are described by asymmetric spline-GARCH processes:
(1)
 Also, idiosyncratic terms show asymmetric spline-GARCH dynamics:
(2)
 Add effects of time-varying betas and latent unobserved factors:
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Low frequency covariance  Given rx t =(rx 1t ,…, rx Nt )' satisfying the FSG-DCC model, then mean reverts toward the low frequency covariance:
, 
Explanatory variables
Following Engle and Rangel (2008) , the volatility of macroeconomic variable y is estimated from: 
